banks or the public. The Rule was sold as an anti-bailout measure; 5 however, this Article argues that the Rule would have been ineffective as a means to prevent bailouts of the largest, most complex BHCs-those that deal in these swaps. The Rule does, however, matter for prudential regulatory purposes-just not for the reasons put forward by critics. 6 What matters is not whether swaps are booked at a BHC subsidiary that enjoys formal access to the federal safety net, 7 but rather the size of the loss-absorbing capital "buffer" the BHC must use to fund its swap positions. It turns out that the size of the required buffer for the swap may vary depending on the legal entity in which it is booked. 8 This has important implications for what the appropriate response to the rollback should be.
This Article explains the practical impact of the Rule and its rollback-an essential step to informing further regulatory efforts. Part I provides a detailed description of the Rule, and Part II explains why the notion that it would have prevented bailouts is misguided. Part III explores possible reasons the systemically important BHCs (SIBs) that dominate the market in the relevant swaps lobbied for the rollback. 9 We argue that the principal reason SIBs care about the Rule is that the relevant swaps are subject to different capital charges based on whether they are booked in the SIBs' bank or non-bank subsidiaries. 10 Put simply, it costs more to fund these swaps if they are booked at a brokerdealer rather than at a bank. 5 Senator Elizabeth Warren, for example, declared that the rollback would put "taxpayers right back on the hook for bailing out big banks." See, e.g., ' Enough is enough': Elizabeth Warren launches fiery attack after Congress weakens Wall Street regs, WONKBLOG, Dec. 12, 2014, http://www.washingtonpost.com/blogs/wonkblog/wp/2014/12/12/enough-is-enough-elizabeth-warrensfiery-attack-comes-after-congress-weakens-wall-street-regulations/. 6 It is important to note that the rollback was criticized based on process as well as substance: some saw it as evidence of unhealthy influence by big banks. See id. Our focus, however, is exclusively on the substance of the Rule. 7 This "safety net" consists of deposit insurance and access to emergency lending from the Federal Reserve.
8 See infra Part III. 9 Five SIBs account for 95% of the market in swaps dealing: JPMorgan Chase & Co., Citigroup Inc., Goldman Sachs Group Inc., Bank of America Corporation, and Morgan Stanley. See John Carney, Ratings Game Behind Big Banks' Derivatives Play, WALL ST. J., (Dec. 12, 2014), http://www.wsj.com/articles/ratings-game-behind-big-banks-derivatives-play-heard-on-the-street-1418417119?cb=logged0.08315180937852862. We restrict our analysis in this Article to SIBs because they dominate the market, were most active in pushing for the rollback, and have been the focus of criticism and "bailout" fears. If smaller banks' market share of swaps dealing grew, it might affect one's view of the appropriate regulatory response. See infra note 77 and accompanying text. 10 See infra Part III.
I. The Rule
The Dodd-Frank Act was drafted in an environment of widespread public anger about the bailouts that occurred during the financial crisis; the Act promised, inter alia, to "end 'too big to fail' [and] to protect the American taxpayer by ending bailouts."
11 The
Rule was written as a provision of the Dodd-Frank Act and purported to serve this end. As drafted, the Rule would have prohibited insured depository institutions from entering only certain swap contracts: uncleared credit default swaps (CDS); 12 most types of equity swaps; 13 and swaps referencing most physical commodities. 14 These swaps were forbidden only to the degree that they did not aim to mitigate risks assumed in other (permissible) parts of the bank's portfolio. 15 Interest rate swaps 16 and foreign exchange swaps 17 -which in aggregate represent the vast majority of SIBs' swap portfolios in terms of market value 18 -would not have been subject to the Rule.
It is important to emphasize that while the Rule would have pushed the swaps out of the SIB's bank subsidiary, it would not have pushed the swaps out of the SIB entirely; the swaps would have remained permissible if they were simply migrated to an affiliate entity in the same SIB's holding company.
19 Figure 1 illustrates a typical SIB structure, consisting of a parent holding company atop an array of operational subsidiaries, includ-11 Dodd-Frank Act pmbl. 12 For a description of CDS, see infra Part III. Uncleared swaps exclude swaps "cleared by a derivatives clearing organization . . . or a clearing agency . . . that is registered, or exempt from registration, as a derivatives clearing organization under the Commodity Exchange Act or as a clearing agency under the Securities Exchange Act, respectively." Dodd-Frank § 716(d)(3). 13 An example of an equity swap is one in which party A makes fixed payments to party B in exchange for payments that mimic the return on a particular corporation's stock.
14 Dodd-Frank Act, Pub. As noted, the Rule was part of a legislative effort to end bailouts; the central plank of this effort was the creation of a mechanism to resolve failing financial institutions without the commitment of taxpayer funds. 22 The legislation left in place, however, an explicit promise by the federal government to "bail out" bank depositors (subject to an account-based cap) in the event of bank failure. 23 While deposit bailouts remain a central feature of our financial system, certain reform efforts have focused on lessening the likelihood of such bailouts by imposing heightened risk constraints on banks, including higher capital and stricter liquidity requirements. 24 The Rule represented an additional effort at risk constraint, inspired perhaps by one of the most salient and troubling crisis events:
20 "Banks" in this Article refers to deposit-taking institutions. "Broker-dealers" include the classic Wall Street firms (often called-perhaps confusingly-"investment banks") involved in activities such as underwriting securities offerings, buying and selling securities on their own or clients' accounts, and advising corporate clients on mergers and acquisitions. SIBs engage in both types of activity, but out of different subsidiaries. Critics suggest that the Rule protected taxpayers from paying for bank risktaking. 26 Whether taxpayers are on the hook for a bailout, however, is unlikely to turn on whether a SIB books its swaps in its bank subsidiary or its broker-dealer subsidiary. The key conceptual assumption driving this Article is that for the largest financial institutions-those that dominate the relevant swaps markets 27 -the relevant unit of analysis for thinking about potential taxpayer bailouts is the SIB as a whole, not its subsidiaries.
If a SIB subsidiary is insolvent but the SIB as a whole is not, the SIB parent company will almost certainly recapitalize the subsidiary; it does not matter whether it is the commercial bank or the broker-dealer. 28 If, on the other hand, the SIB as a whole is insolvent, the default option is to put it into bankruptcy. For the largest financial firms-those that dominate the relevant swap markets and that lobbied for the rollback of the Rulehowever, it is highly likely that regulators would instead resort to the Single Point Of Entry ("SPOE") strategy authorized by Title II of Dodd-Frank. The reason is straightfor-25 AIG sold CDS on bonds backed by mortgages. These CDS were a bit like insurance: buyers promised to make periodic premium payments to AIG, and AIG promised to pay out on the CDS in the event the bond being "insured" suffered a defined "credit event," such as a default. The CDS were unlike insurance, however, in that the "protection buyers" were largely taking speculative short positions rather than insuring against losses-they did not necessarily have an "insurable interest." In addition, AIG was careful to structure the CDS so that they would not technically qualify as insurance contracts, which would have required AIG to set aside capital reserves against potential losses. In large part because of its failure to provide adequately for losses on its CDS portfolio, AIG required a massive bailout from the federal government. The Rule was intended to protect taxpayers from covering AIG-like losses at institutions whose creditors-i.e., depositors-continue to enjoy explicit federal insurance against losses. 26 See, e.g., supra note 5 and accompanying text. 27 See supra note 9. 28 The holding company is legally required to support the bank subsidiary. Dodd-Frank Act § 616(d), (codified at 12 U.S.C. 1831o-1). The holding company is not legally required to recapitalize the brokerdealer subsidiary, but failing to do so is likely to cause immense reputational damage to the SIB, and could constitute institutional suicide. It is important to note, of course, that there are strict limits on the holding company's ability to shift resources from banks to other subsidiaries. See Federal Reserve Act § 23A (codified at 12 USC 371c). If a SIB that was solvent on a consolidated basis-due to a well-capitalized bank-were unable to support a non-bank subsidiary, it would likely trigger the SPOE resolution discussed in this section.
ward: SPOE resolution is much less likely to spark a panic than a bankruptcy proceeding. 29 The SPOE approach takes advantage of the organizational structure of U.S. SIBs: as noted above, they tend to have a parent holding company that issues equity shares and long-term debt in public capital markets and an array of subsidiaries that carry out the SIBs' actual operations. 30 The Federal Deposit Insurance Corporation's strategy under SPOE is to resolve only the holding company. 31 If the approach works, the subsidiaries will be transferred en masse and without any hiccup to a "bridge" holding company. 32 All SIB losses will be borne at the parent holding company level, by long-term debtors and shareholders; to ensure that there is enough loss-absorbing capacity at the parent holding company level, the Federal Reserve is preparing a rule that will require SIBs to issue a minimum amount of long-term holding-company debt as part of its "total loss-absorbing capital."
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If this strategy works, it should not matter which subsidiary has booked the SIB's derivatives. To be concrete, the debate over the Rule concerns whether certain swaps will be booked at a SIB's commercial bank subsidiary, or its broker-dealer subsidiary. In either event, the subsidiaries will continue operating, and their third-party creditors and counterparties will suffer no losses or delays. 34 Taxpayers will not be on the hook: all 29 The failure of a SIB could trigger runs on sister SIBs if short-term creditors feel they are at risk of suffering delay and/or a haircut in recovering their principal. Preempting this dynamic requires meeting "no delay" and "no haircut" conditions for short-term creditors of a failed SIB. A SPOE resolution can plausibly meet these conditions, bankruptcy cannot. 31 Id. at 76615-17. 32 Id. The new "bridge" holding company would be structurally just like the old holding company, but with fewer obligations and different claimants. The old shareholders would likely be wiped out; the old long-term creditors would likely have their debt claims on the original holding company converted into equity claims on the new bridge holding company-almost certainly representing a significant diminution in value. The term "bridge" reflects the provisional status of the claims on the new holding company during the resolution process; the new holding company serves as a "bridge" between the pre-resolution SIB and the post-resolution SIB. 33 34 Traditional cross-default provisions in swaps could disrupt this strategy, but major swap dealers have adopted a protocol to opt into resolution regimes that override these cross-default provisions. See losses will be borne by the long-term creditors and equity claimants of the SIB holding company.
But what if there is insufficient capacity at the holding company level to absorb all the SIB's losses in a resolution? The formal requirement in this case is to resolve the subsidiaries that remain insolvent even after being recapitalized in the SPOE resolution process. 35 If regulators actually followed this approach, then in theory it could matter to taxpayers which subsidiary was insolvent. 36 However, we believe this scenario is unlikely.
Required total loss-absorbing capacity at the holding company level is expected to be somewhere near 20% of risk-weighted assets. Should losses outstrip that amount, banking regulators will likely be more concerned about containing broader risks to the financial system than about imposing losses on subsidiary creditors. Resolving a SIB subsidiary and giving its creditors haircuts can generate the precise crisis-like dynamics-panic and its pernicious consequences-that Title II is meant to help avoid. 37 Regulators who invoke Title II will have strong incentives to prevent this outcome by effectively bailing out the SIB subsidiaries.
Despite the formal prohibition on bailouts, Title II provides some latitude for regulators to prevent contagion by engaging in a de facto bailout. If a newly capitalized SIB under a bridge holding company is facing a liquidity crunch, the Treasury is authorized to lend to the SIB. 38 The SIB has to be solvent in order to receive such loans. 39 The distinction between insolvency and illiquidity in a crisis can, however, be impossible to draw with confidence; it necessarily depends on a large number of assumptions, and a few optimistic (yet plausible) assumptions will often be enough to ground a solvency determination. If Treasury fails to recover its loans, it must impose an ex post levy on other SIBs, thus ensuring that taxpayers do not suffer losses. 40 Again, in this scenario-which we
https://www2.isda.org/attachment/NzA0Mw==/RESOLUTION%20STAY%20PROTOCOL%20Backgro und%20FINAL.pdf. 35 See Proposed SPOE Rule, supra note 32, at 76623. 36 It is possible that the government would be legally obligated to cover (some) losses at the bank if (i) the bank's losses outstripped all the bank's uninsured liabilities-otherwise, the uninsured depositors and bond holders could absorb all losses-and (ii) losses on insured deposits outstripped the funds available from the Federal Deposit Insurance Fund, which is capitalized by industry fees rather than taxpayer dollars. The government would be under no legal obligation to cover losses at the broker-dealer. 37 Panic is a phenomenon that affects short-term funding; short-term funding is used by SIB subsidiaries but generally not the SIB holding company.
38 Id. at 76616. 39 Id. 40 Id. at 76617. The "ex post levy" means that the government will collect any money it loses on the consider the likeliest in the event a SIB fails and its losses do, in fact, outstrip the loss absorbing capacity of the parent holding company-it should not matter ex post whether the swaps were booked at the bank or the broker-dealer.
III. What Is at Stake for SIBs?
If the controversy surrounding the Rule's rollback focused erroneously on the likelihood of bailouts of SIB subsidiaries, then the question remains why the big banks cared about the issue. What factors made it important enough for SIBs to lobby against the Rule? Below, we look at several possibilities, considering transition costs and collateral before zeroing in on capital as what is likely of greatest concern to the SIBs.
A. Transition costs
One possibility is that there may be transition costs related to things such as rewriting contracts. These one-time costs may be substantial in the short-term, but in the long-term would likely be relatively small and should not be a major concern from a public policy perspective.
B. Collateral
Another potential motivation relates to collateral requirements. Collateral is security against the future performance under a contract. In a CDS transaction, the contract is executory: both parties have yet to fully perform. Here it will help to provide a stylized example of a CDS for illustrative purposes. SWAPS PUSHOUT RULE VOLUME 6 Figure 2 illustrates the structure of a typical CDS: a SIB ("Big SIB") sells $10 million worth of protection to a hedge fund ("Hedgie") against default by a corporate bond issuer ("Inc."). 41 The CDS has a duration of 10 years, and to purchase the protection, Hedgie agrees to pay $125,000 per quarter to Big SIB.
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By construction, the CDS will be valued at zero at inception. This means that the expected present value of Hedgie's premium payments to Big SIB perfectly offsets the expected present value of Big SIB's contingent payment to Hedgie in the event of Inc.'s default. 43 As Inc.'s creditworthiness and other market conditions change over the life of the CDS, however, the value of the contract is unlikely to remain at zero. If, for example, the cost of buying $10 million worth of protection against Inc.'s default rises to $250,000 per quarter, then a default by Big SIB would impose a significant "replacement" cost on Hedgie: Hedgie would have to pay twice as much for the same level of protection with another dealer. If, on the other hand, the cost of buying $10 million worth of protection fell to $62,500 per quarter, then Hedgie's default on its premium payments would be costly to Big SIB: Big SIB would have to take on twice the risk, guaranteeing $20 million worth of Inc.'s bonds, in order to replace the revenue stream it lost from Hedgie. Each party's cost of replacing the position in the event of counterparty default is referred to as "current exposure," and parties may post collateral as security for these replacement costs.
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Parties may also post collateral for "potential future exposure," which reflects fac- 41 It is important to note that the $10 million is notional: it does not actually change hands upfront. 42 This represents a cost of protection of 500 basis points, or 5% per annum: four annual payments of $125,000 equals $500,000 per year, or 5% of $10 million. 43 This assumption is stylized for ease of analysis; the reality is usually a bit more complicated. See, e.g., David Mengle, The Value of a New Swap, ISDA RES. NOTES (2010), http://www.isda.org/researchnotes/pdf/NewSwapRN.pdf ("The pricing of derivatives transactions is based on the theoretical concept of pricing at mid-market, that is, zero net present value at inception. In practice, the mid-market price is generally not the actual price transacted with a counterparty, but is instead a benchmark against which the actual price is set."). In general, the divergence from zero is likely to be small. Id. at 2, note 1 ("The small initial divergence from par is the dealer's profit on making the market."). A notable counter-example of a large divergence involved a derivative transaction in 2006 between the government of Greece and Goldman Sachs. The deal was struck "off-market" such that Greece's day one position on the transaction was significantly negative. In return, Goldman Sachs made a substantial upfront payment to Greece, which had the effect of making the Greek government's fiscal position look healthier than it was. This transaction was, however, unusual. 44 Collateral posted to cover current exposure, or the cost of replacing the position, is referred to as "variation margin. tors such as the volatility of Inc.'s bond spreads and counterparty creditworthiness. 45 The parties will generally use credit ratings as a proxy for creditworthiness. 46 Because of the interplay between credit ratings and collateral requirements, the entity in which a CDS transaction is booked can have a substantial impact on a broker-dealer's profit margin. If there is a difference in the credit ratings assigned to a SIB's broker-dealer subsidiary and its bank subsidiary, then the SIB will, all else equal, have an incentive to book derivatives at the higher-rated subsidiary. Higher credit ratings will generally translate into lower collateral requirements, which effectively lower the cost of the transaction. Some news reports cited this as a motivating factor behind SIBs' lobbying for the Rule's rollback. 47 However, if our analysis of the likely fallout from SIB failure is correct, then the credit ratings of the bank and broker-dealer subsidiaries-which relate to uninsured debt such as long-term bonds-should generally be the same. 48 And indeed, there is no difference between the credit rating on long-term debt at the broker-dealer and commercial bank subsidiaries for four of the five SIBs that, in aggregate, account for 95% of total no- 45 See id. at 70241 ("[P]otential future exposure" covers "the risk, among other things, . . . that the current exposure may increase in the future and the counterparty will default on the obligation to provide additional collateral to cover the increase . . . ."). In practice, of course, the parties will generally net out both their current and potential future exposure in posting collateral. See, e.g., id. at 70243 ("For internal risk management purposes, the ANC broker-dealer monitors and controls its exposure to the counterparty on a net basis."). Parties will typically net out their obligations across all derivatives contracts they have entered with each other. It is worth noting that prior to the financial crisis, parties were generally not required to collateralize these counterparty credit risks. However, even in that period, as market conditions and the creditworthiness of the counterparties changed, the parties would often exchange collateral to account for these shifts. Following passage of the Dodd-Frank Act, and corresponding enactment of similar measures in Europe and Asia-Pacific, most transactions require financial parties to collateralize their transactions. 46 Collateral terms between two counterparties for swaps are set forth by the International Swaps and Derivatives Association (ISDA) in a document known as the Credit Support Annex. The specific terms can be customized, but the form is standard across the industry. Credit ratings are a typical factor in determining the amount of collateral that counterparties must post under different scenarios, given that current exposure and potential future exposure are essentially other forms of the extension of credit. As such, a party to a CDS will generally have to post more collateral the lower its credit rating. Assets posted as collateral translate to less funding for other productive and profitable purposes. 47 See Carney, supra note 9. The SIB's counterparty will often be a smaller bank, and Carney astutely observes that the smaller bank may itself be required to take a higher capital charge the lower the SIB's credit rating due to heightened counterparty risk, and that this will affect pricing adversely for the SIB. Id. Of course, if the position is fully collateralized, it will not require a higher capital charge for the small bank, but either way, the small bank will demand more generous terms from the SIB, cutting into the SIB's profit margin.
48 This is because there is little practical difference in the likelihood of default by different SIB subsidiaries, given the realities of Title II. tional derivatives in the United States. 49 The broker-dealers and commercial banks of, respectively, JPMorgan Chase & Co., Goldman Sachs Group Inc., Bank of America Corporation, and Morgan Stanley, have received the same ratings from every credit ratings agency that has rated both. 50 Again, this is consistent with the discussion above suggesting that the probability of default on uninsured debt is likely not higher in a SIB's nonbank subsidiaries than in its bank. There is one outlier: for Citigroup Inc., Moody's rating for the broker-dealer is three notches below that of the bank; and S&P's and Fitch's respective ratings for the broker-dealer are one notch below their ratings for the bank. 51 We find this somewhat puzzling, given the realities of Title II. In any event, it was reported that Citigroup was particularly active in seeking the rollback of the Rule, and the impact of credit ratings on its collateral requirements may help (partly) explain Citigroup's motivation, though it does not explain the motivations of other SIBs.
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C. Capital
While transition costs and collateral concerns may have played some role in SIB lobbying for the rollback, we believe the central motivation was much simpler: a desire for more favorable capital treatment. What counts as "capital" for regulatory purposes can be extraordinarily complicated in operational terms but is simple at a conceptual level: it is a measure of the difference between a bank's assets and its liabilities, between what it owns and what it owes. A larger capital buffer makes default-that is, failing to pay what is owed-less likely, holding all else equal. Why, then, might SIB decision-makers want to minimize capital? The key reason 49 See Carney, supra note 9. JPMorgan Chase & Co. alone accounts for 44% of credit default swaps. 50 The relevant credit rating for derivatives purposes is the rating on long-term debt. 52 See Carney, supra note 9 (noting that the provision rolling back the Rule "was reportedly authored by lobbyists for Citigroup," but "J.P. Morgan Chase chief Jamie Dimon [also] called to lobby lawmakers").
is that if one holds equity constant, then taking on more debt-which translates to a thinner capital buffer in relative terms-can amplify the returns on equity (i.e., shareholder profits). This holds true as long as the return on assets-e.g., the interest on the loans the SIB makes to others-exceeds the interest the SIB pays to its lenders. In contrast, having to fund a business with more capital depresses a SIB's return on equity. As a result, SIB decision-makers tend to view capital as an "expensive" way to fund the SIB's activities, and thus have an incentive to minimize it.
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The bank capital regime is very different in its details from the "net capital" rules that apply to broker-dealers. 54 In many cases, but not all, the same position (such as contractual rights and obligations under a swap contract) will draw a larger capital requirement at a bank than at a broker-dealer. One might think that the SIB would want to book as many of these positions as possible at the broker-dealer instead of the bank. However, SIBs must apply bank capital rules on a consolidated basis throughout the entire holding company family, so that for most practical purposes the SIB cannot escape bank capital rules by parking assets at its non-bank subsidiaries. In contrast to positions where the bank capital charge exceeds the net capital charge, uncleared derivatives represent one limited subset of interests where the capital requirement at the broker-dealer, all else equal, may exceed the capital requirement for the same position at the bank. 55 This is especially the case under a new rule proposed, but not yet finalized, by the Securities and Exchange Commission. 56 It is our view that this was the most significant factor driving efforts to roll back the Rule.
To illustrate this, we will draw on the hypothetical CDS between Big SIB and Hedgie outlined above in Figure 2 . 57 2013 ). These critics argue that capital is expensive relative to debt only because of social subsidies such as implicit government guarantees of the largest financial institutions and the deductibility of interest payments (but not dividends). Id. They do not, however, question that capital can be at least privately expensive for SIBs, thus creating the incentive to minimize it. 54 We will assume that the relevant choice of subsidiaries for the SIB is either a bank or a brokerdealer, but it is worth noting that any non-bank entity dealing in swaps will face capital requirements that are largely identical to those applying to broker-dealers. See Proposed Capital Rule, supra note 46.
55 Unlike bank capital requirements that apply on a consolidated basis to the entire SIB, the net capital requirements apply only to the broker-dealer. 56 Proposed Capital Rule, supra note 46. 57 To be clear, for the purposes of this Article we use a highly simplified example and ignore a number of factors related to how precise capital requirements for a broker-dealer or bank would be calculated. These simplifying steps are adopted as a matter of convenience and do not affect our ultimate contract is struck with a value of zero at inception; and (2) Big SIB is precisely at its regulatory thresholds with respect to its bank capital, consolidated bank capital, and net capital requirements.
The CDS will require Big SIB to raise extra capital no matter where it is booked, but the swap will require Big SIB to raise more new capital under the SEC's proposed net capital rule than under bank capital rules. 58 Both capital regimes-net capital and bank capital-require two calculations: (i) required capital and (ii) actual capital. Compliance demands that actual capital be greater than or equal to required capital (assumption (2) in the paragraph above means that the two are equal at Big SIB). If required capital goes up, or if actual capital goes down, Big SIB will have to raise new capital.
Consider first bank capital. As noted, at a high level, capital measures the difference between assets and liabilities. Because the contract is valued at zero, the swap leaves actual capital unchanged. The swap adds to the bank's required capital levels, however: it must treat its exposure to the underlying reference asset-Inc.'s bonds-as if it had loaned cash to Inc. directly. 59 The $10 million exposure would receive a 100% risk weight, 60 and under rules being implemented now, a total capital charge of up to 15% conclusion-that capital requirements for a given credit derivatives transaction booked at a broker-dealer would be higher than they would be if the positions were booked at a depository institution. 58 It is important to emphasize that different assumptions will yield different results. In some cases, the net capital charge may be even greater than the bank capital charge; in others, bank capital will exceed net capital requirements. Our goal here is not to map out the relative capital charges under a wide range of scenarios, but simply to illustrate how the net capital charge can, under plausible assumptions, prove more onerous. 59 12 C.F.R. 3.34(c)(2) ("A national bank or Federal savings association that is the protection provider under an OTC credit derivative must treat the OTC credit derivative as an exposure to the underlying reference asset."). Counterparty credit risk need not affect capital requirements for the bank as protection seller, and we assume for ease of exposition that it does not here. See id. ("The national bank or Federal savings association is not required to compute a counterparty credit risk capital requirement for the OTC credit derivative under § 3.32, provided that this treatment is applied consistently for all such OTC credit derivatives."). Collateral also does not generally affect capital for the bank as posted collateral remains on the balance sheet of the bank and received collateral is segregated so it does not appear on the bank's balance sheet. The treatment of collateral for broker-dealers is different. See infra note 77. 60 See 12 C.F.R. 3.32(f) ("A national bank . . . must assign a 100% risk weight to all its corporate exposures."). Risk weights are a way of adjusting required capital to the perceived riskiness of a bank's assets. In this example, where the capital requirement is 15%, infra note 61, a 100% risk weight means that the bank has to apply the 15% capital requirement to the full face value of the position. A 50% risk weight would mean that the bank would apply the 15% capital charge to 50% of the face value of the position, effectively halving the required capital. And if the risk weight were zero-as with Treasury bonds, the traditional paragon of a "safe" investment-it would mean that there would not be a capital charge at all for the position. would apply. 61 If the swap is booked in the bank, then, Big SIB will have to add as much as $1.5 million in capital to cover the position.
What about broker-dealers' net capital? For broker-dealers that carry customer accounts which include all the largest broker-dealers, required net capital is computed as a percentage of customer debits. 62 Let us assume Hedgie is not a customer; the swap would then not add to Big SIB's required net capital. 63 The swap would, however, have an impact on Big SIB's actual net capital: it would reduce actual net capital, meaning Big SIB would have to raise new capital to cover the shortfall. Actual net capital is calculated by computing a broker-dealer's net worth and then making a number of adjustments, including deductions for various assets based on perceived risk. 64 The swap, valued at zero, would not add to the broker-dealer's net worth, but would require new deductions. Under the rules that apply to Big SIB's brokerdealer subsidiary, 65 the swap will require (1) a "market risk" deduction to account for the possibility that Big SIB will lose on the position due to Inc.'s performance or other market factors; and (2) a "credit risk" deduction to account for counterparty risk vis-à-vis Hedgie. 66 We consider the effect of each type of deduction in turn.
posted this as collateral, it would almost double the capital charge from $1.5 million to $2.94 million.
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It is also worth noting that the proposed rules for broker-dealers do not require that their own (net) exposure to swap counterparties be fully collateralized; if, however, the counterparty is a financial entity such as Hedgie, the broker-dealer's unsecured exposure also receives a 100% deduction. 75 Thus, if Inc.'s creditworthiness improves instead of deteriorates, but Hedgie does not post collateral, the credit risk deduction could make Big SIB's net capital charge just as onerous.
In any event, booking this swap in the broker-dealer will often require Big SIB to raise more-perhaps considerably more-new capital than it would have to raise if the swap were booked in the commercial bank. It is worth emphasizing again that changing the assumptions could radically change this outcome. The point of the example is to show that the net capital charge can be significantly greater than the bank capital charge, and SIBs have an incentive to maintain flexibility in where they book a swap in order to minimize the capital charge that applies to it. The Rule would have forced SIBs to book swaps where they would often require a larger capital charge; this is the principal reason SIBs pushed for the Rule's rollback.
